ABSTRACT
INTRODUCTION
ividend Reinvestment Plans (DRIPs) allow investors to reinvest dividends in additional shares of a firm's common stock instead of sending dividend checks to shareholders enrolled in the company's DRIP. A shareholder usually needs only one share to enroll in a company's DRIP plan, and most of the time the company will reinvest a shareholder's dividends without a fee or commission. DRIPs have been in existence since at least the 1950s (Cherin and Hanson, 1995) and continue to gain popularity. Today over 1800 companies and most Fortune 500 firms offer DRIPs with approximately five million investors enrolled in them (Berry, 2000) . These companies include Dow industrial stocks like IBM and McDonald's. A most recent example is Microsoft, which on 16 January 2003 announced its first dividend of $0.16, offered its shareholders the opportunity to reinvest in Microsoft shares through a DRIP.
DRIPs are generally classified into two types based on the shares used in the plan; New Dividend Reinvestment Plan (henceforth New DRIP) that distribute newly-issued shares, and Repurchase Dividend Reinvestment Plan (henceforth Repurchase DRIP) that uses outstanding shares repurchased by the firm in the open market. While many companies sponsor and administer their own DRIP, some companies choose to contract with a bank as the sponsor of the DRIP. In the case of bank-sponsored DRIPs, the stock purchased with reinvested dividends comes from the open market. The fees charged by Repurchase DRIP tend to be slightly higher, when compared to New DRIP since a DRIP sponsoring bank usually administers Direct Stock Purchase Plan (DSPP) as well. DSPPs allow anyone to buy shares from the company directly. Following that initial purchase, the DSPP operates just like any dividend reinvestment plan.
Our investigation reveals that overwhelming majority of DRIPs (882 out of 963) use repurchased shares. This is somewhat surprising because Repurchase DRIPs do not increase the firm's capital level to finance growth opportunities, which is regarded by many as one of DRIPs' primary objectives. Our research investigates the determinants of firm's decision to offer Repurchase DRIPs by examining the cross-sectional differences of firm's motivations to offer Repurchase DRIPs vis-à-vis control firms from the same industries that do not offer DRIPs.
HYPOTHESES DEVELOPMENT
Even though dividend reinvestment plans have become popular among U.S. corporations, it is still a puzzle, "Why firms offer DRIPs?" Baker and Seippel (1980) , Carlson (1992) , Davey (1976) , Fox (1981) , Hagaman (1992) , Pettway and Malone (1973) , and Rodgers (1980) , provide the main economic motivations for firms to offer DRIPs. First, firms employ DRIPs to improve shareholder relations, as participating shareholders are able to increase their holdings at a relatively low cost. The use of DRIPs stabilizes the stockholder base by maintaining a steady demand for the firm's common stock. This base of individual shareholders can help stabilize a company's share price. DRIPs reduce dependence on debt financing, as capital is retained inside the company, by not paying cash dividends outright and having those dividends reinvested in additional share purchases. As the firm grows, DRIPs can be used as a cheaper source of financing since DRIPs help companies to raise additional capital without making a public offering. Therefore DRIPS lower the firm's financing costs. We hypothesize that firm's decision to adopt Repurchase DRIPs can be predicted by firms' characteristics including information asymmetry, managerial ownership, free cash flow, and firm size. We use logit regression model to assess the relationship between firms' characteristics and the likelihood that firms offers Repurchase DRIPs.
Information Asymmetry
Considerable evidence suggests that the payment of dividends provides information that helps investors and analysts value the firm. For example, Healy and Palepu (1988) and Miller and Rock (1985) show that there is a positive relationship between dividend changes and stock price. Dividend change signals information about cash flows and/or future investments of a firm. Therefore, managers are reluctant to reduce or omit dividend payments. The argument is based on the idea that managers are better informed than the market about the true value of the firm. The information asymmetry between managers and outsiders may cause a firm to be misvalued. Thus, firms that are more likely to be misvalued are more likely to repurchase stocks in order to exploit the information asymmetry. Repurchase DRIPs enable firms keep paying dividends to shareholders in forms of market shares. The degree of information asymmetry is measured by market-to-book ratio. Davey (1976) and Skully (1982) suggests that for corporations aiming to restrict excessive institutional ownership, a DRIP would attract small individual shareholders, keeping control in hands of management and thus reducing the likelihood of an unwanted takeover. Dispersion of ownership among outside stockholders may influence the likelihood of adopting DRIPs, with more dispersion leading to lower likelihood. Bagwell (1991) and Ditter (2000) suggest that a repurchase can be used as an unwanted takeover defense since repurchases increase the acquisition price. As a result, firms with less managerial ownership are more likely to offer Repurchase DRIPs.
Insider Ownership

Free Cash Flow Hypothesis
Jensen (1986) suggests that when a firm's level of cash flow exceeds its investment opportunities with positive Net Present Value (NPV), conflicts of interest between shareholders and managers over payout policies become severe. According to this free cash flow hypothesis, a dividend increase by a firm with excess capital would reduce the market's estimate of amount of cash that would be wastefully invested, thereby increasing firm value. Similarly, a dividend decrease by such a firm would convey a signal that more negative NPV projects would be undertaken, decreasing firm value. Bajaj and Vijh (1990), Kaplan and Reishus (1990) , and Denis, Denis, and Sarin (1994) suggest that repurchasing stock is a more flexible choice of distributing capital since a penalty is severe if dividend payouts are subsequently reduced. Repurchase DRIP is a good mean of distributing excess capital since stock repurchase and dividend payments are offered to investors at the same time. As a result, a firm with excess cash flow may find it beneficial to use Repurchase DRIPs as means of distributing excess capital.
Firm Size
Costs also play a role in a firm's decision to offer DRIPs and in the choice among DRIPs strategies. Skully (1982), Davey (1976) , Carlson (1992) argue that there are high costs associated with initiating, administering, and maintaining DRIPs. The costs are associated with choosing a particular DRIP program and even educating shareholders when initiating DRIPs. Economies of scale in the costs of maintaining DRIPs present an opportunity that may be beneficial to larger firms. The likelihood of adopting DRIPs due to economies of scale in the costs would be greater for larger firms. Firm size is computed as the natural log of the market value of its equity. Table 1 contains a summary of the explanatory variables, their abbreviations in the model, and predicted signs.
METHODOLOGY AND DATA
In this paper, we explore the cross-sectional variations in the factors to influence a firms' decision to offer Repurchase DRIPs. Logistic regression is useful for situations where the dependent variable is dichotomous. The probability that firms adopt Repurchase DRIPs can be written as follow.
Where Y is dichotomous dependent variable; F is the cumulative distribution function; and Z is a vector of parameters and independent variables. If the cumulative distribution is logistic, then we can have
Since 1-F(-Z) = F(Z), we can write Prob (Y = 1) equals F(Z).
The following logit regression function is used to test the explanatory capabilities of the hypothesized characteristics. the question of why some firms and not others offer Repurchase DRIP, we create a control sample of firms that paid dividends, but did not initiate DRIP during the sample period. We matched the sample firms (USERS) with control firms (NONUSERS) with the same four-digit SIC code whose market value of equity most closely matched the sample firm's equity at the end of the fiscal year preceding the year of the sample firm's initiation of Repurchase DRIP. The data of all independent variables are available from the RESEARCH INSIGHT (COMPUSTAT) during the sample period (1996-2000).
The independent variables are all measured as three-year average, four-year average, and five-year average respectively before sample firms establish their own DRIPs. The independent variables are all measured as three-year average, four-year average, and five-year average respectively before sample firms establish their own DRIPs. The variables are a percentage of insider ownership (INSIDER), free cash flow (CFC), firm size (SIZE), and market to book value of equity (MB). Table 1 provides the predicted signs of the coefficients to be estimated for variables hypothesized as incentives to employ Repurchase DRIPs. Table 2 presents summary statistics for the explanatory variables used in the previous sections and t-statistics from tests of differences between the means of the variables for users and nonusers of Repurchase DRIPs. The univariate tests suggest that users of Repurchase DRIPs are statistically different from nonuser firms with respect firm size, information asymmetry, and free cash flows. Firms' size is significantly larger than that of nonuser. In addition, Repurchase DRIP users also have larger free cash flow holdings than do nonusers. Difference in information asymmetry between DRIP users and nonusers is marginally significant at 10 percent level. But managerial share holdings of DRIP users are not significantly different from those of nonusers. As we note in the next section, managerial ownership is statistically significant in logit regressions for this sample. Table 3 presents the Pearson correlation coefficients between the independent variables.
EMPIRICAL RESULTS
Univariate Tests
Table 2: Summary of Financial Characteristics of Repurchase DRIP Users and Nonusers
This table reports selected summary statistics for managerial and financial characteristics for firms that disclose the use of Repurchase DRIPs (USERS), and firms that do not (NONUSERS). All the data are five-year averages (1996 -2000). The tstatistics are given for tests of the equality of means between USERS and NONUSERS. 
All Firms (n = 748) USERS (n = 374) NONUSERS (n = 374)
Notes: ***, **, and * represent significance at the 1%, 5%, and 10% levels, respectively. t-statistics are from mean-difference tests between sample and control firms.
Logit Results
We estimate logit regressions to distinguish the different motivations for Repurchase DRIPs adoption. Table  4 explores the determinants of firm's decision to offer Repurchase DRIPs. A dichotomous variable represents Repurchase DRIPs adoption on the explanatory variables for 5-year averages. The dependent variable is equal to one for Repurchase DRIPs users and zero for nonusers. As shown by the result of regression in Table 4 , all the explanatory variables enter the regression with the hypothesized signs. Among the variables, firm size, managerial share holdings, and free cash flow provide statistically significant explanatory powers for the Repurchase DRIP adoption. The significantly positive relationship between firm size and the likelihood of using Repurchase DRIP suggests that larger firms are more likely to use Repurchase DRIPs. The costs associated with implementing a DRIP strategy do play a role in a firm's decision to adopt Repurchase DRIPs as firm size is a proxy for economies of scale in the costs of initiating and maintaining Repurchase DRIPs. Managerial controls are also an important factor in the decision to use Repurchase DRIPs because the likelihood of using Repurchase DRIPs is negatively related to a percentage of insider holdings. A higher percentage of insider holdings, which indicates the presence of more internally available voting power, implies a significantly lower probability of adopting DRIPs, and vice versa. The positive coefficient estimate of free cash flows indicates that Repurchase DRIP is a good mean of distributing excess capital since stock repurchase and dividend payments are offered to investors at the same time. We find no evidence that information asymmetry has a direct bearing on the likelihoods of using Repurchase DRIPs.
In order to check the robustness of the model, we estimate two additional logit regressions for both types of DRIPs over two different time periods (3 year and 4 year averages, respectively). The results are very similar to 5-year average regressions but they are not reported in this paper. Notes: ***, **, and * represent significance at the 1%, 5%, and 10% levels, respectively. The following logit regressions estimate the relationship between the likelihood of a firm using Repurchase DRIPs and the proxies for incentives to adopt them. The second column presents the signs of the coefficients estimates based on the testable implications of corporate finance theory. The values of the proxies are averages of the five years between 1996 and 2000. t-statistics in parentheses are for the logit coefficients. 66.036*** Note: ***, **, and * denote significance at the 1%, 5%, and 10% level, respectively.
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